STRATEGIC IMPLICATIONS OF NEW PENSION REFORM ACT AND ITS BENEFITS TO STAKEHOLDERS

1.0
Introduction

It gives me great pleasure to be invited to make a presentation to this august body on a topical issue, one that has engaged the attention of government, employers and workers not only in Nigeria but also in many developing economies of Africa, Asia and Latin America.  It is my honour and privilege to be here to exchange ideas on the implications of the new Pension Reform Act and its benefits to stakeholders.  I am particularly pleased by the invitation given to me to speak to important stakeholders in the current pension reform process.  I thank the organisers of this event for the invitation and salute their meticulous planning and successful undertaking of this event.

The year 2004 will go down in history as an important watershed marking a crucial phase of the Nigeria’s pension system.  Until June this year, Nigeria had operated particularly in the public sector, a defined benefit (DB) pension scheme, which was largely unfunded and non-contributory.  The system was also characterised as a pay-as-you-go (PAYG) scheme since retirees were to be supported not by their previous contributions but by annual budgetary Provisions.  Because it was largely unfunded, the DB system led to massive accumulation of pension debt, which was estimated at more than one trillion naira.  In response to the telling effects of such a system on the lives of our senior citizens and their families, the Government of President Olusegun Obasanjo decided to take measures aimed at reversing the situation through developing a system that is sustainable and has the capacity to achieve the ultimate goal of providing a stable, predictable and adequate source of retirement income for each participant.  Thus, with the coming into force in June 2004 of the Pension Reform Act 2004, a new pension scheme came to replace the previous DB scheme.  The new scheme is a defined contribution (DC) scheme, which as the name suggests, is contributory in nature, making it mandatory on employers and workers (in the public sector and private sector organisations with 5 or more employees) to contribute 7.5% each of the emoluments of the employee into a Retirement Savings Account (RSA).  However, for the military, the contribution rate is 2.5%, with the government contributing 12.5%.  This system has a number of features making it an increasingly vital component of the pension systems of many countries not only in the Organisation of Economic Corporation and Development (OECD) countries but also amongst the developing countries particularly in Asia and Latin America.  

As a prelude to the main task of this paper, it is perhaps in order to distinguish from the outset the basic differences between the two types of pension systems.  Under the old DB scheme no contributions were made, and projections were required to be made of the pension entitlements of each employee by the employer, with such projections being determined by the employee’s years of service and earnings.  Thus, the pension obligations are effectively the debt obligation of the employer, which assumes the risk of having insufficient funds to satisfy the contractual payments that must be made to retired employees.  In contrast, under the DC scheme, the employer is responsible only for making specific contributions on behalf of qualifying participants.  However, the employer does not guarantee any certain amount in retirement.  The payments that will be made to qualifying participants upon retirement will depend on the growth of the scheme assets.

The current reforms are necessary in order to bring sanity to a system that was glaringly unable to cope with the challenges of the country’s pension system.  When faced with a situation of this kind, there are often two policy options: introduction of half-hearted-measures that might have some appeal but which may address the symptom rather than the cause of the problem; or the adoption of reforms that address the essential factors behind the underlying weaknesses of the previous scheme and adopt measures for which experience of other countries and our own domestic imperatives point towards a huge potential for success, if only there is the determination to pursue them. Of course, the Government decided to adopt the latter option.  The Government of President Olusegun Obasanjo has the determination to pursue them and make a success out of the current arrangement.  Understanding and support of everybody, not least an important stakeholder like this body, is required for the success of the scheme.

2.0
Benefits of DC scheme to the stakeholders

There are several categories of stakeholders for the new pension system.  First and foremost are the workers (as contributors and beneficiaries).  The second category of stakeholders are the employers and the government. While the benefits of the new scheme could well be enjoyed by other stakeholders, my presentation focuses on the most important of them – the workers, employers and the government.

2.1
Benefits to the individual worker and the employer
There are several ways in which the new scheme is of benefit to the stakeholders.  It allows for the maintenance of a Retirement Savings Account by each employee, which gives the workers responsibility over their retirement savings.  Pensioners will no longer be at the mercy of employer, and participants are assured of regular payment of retirement benefits.  Also, workers could choose how to allocate their retirement savings and diversify their investments over a range of investment instruments.  It is also argued that personal accounts would provide all workers a higher rate of return than can be paid under the DB plan.  The new scheme affords participants an opportunity to pass wealth to survivors in the event of death.  In addition, RSA maintained by millions of workers tend to generate massive long-term funds, which are available for investment.  Owing to economies of scale, the cost of investing such funds tends to be relatively lower than if an individual worker were to undertake the investment on his or her own account.  Finally, having a pension scheme that pays out benefits in the form of a life annuity affords workers with protection against longevity risk, by pooling mortality risk across others.

For both the employer and the worker, the new scheme encourages labour market flexibility. The worker is free to move with his account as he/she moves to another place of employment and/or residence.  To the extent that a DC scheme aids mobility of labour, it is an important tool enabling workers and employers to adapt to changing circumstances especially in a global environment in which change is a constant aspect of social and economic life.  Because it aids mobility of labour, the European Union (EU) has started debate that seems to indicate that an international defined contribution pension system for the EU may be a cost-effective model for the integrated economic system of the future. The same appeal has led to suggestions that a regional pension model for Central and perhaps South America could be devised in the decade to come.  Nigeria is playing a key role in the promotion of regional integration amongst members of the ECOWAS and has given active support to the promotion of closer economic ties on the continent especially within the framework of the NEPAD.  The DC scheme could be a potent means for the promotion of such economic ties. 

2.2
Benefits to the government

As a major stakeholder, the government is expected to benefit in a number of ways from the new DC scheme.  The Scheme will stem further growth of pension obligations and provides a platform for addressing this liability.  It will also impose fiscal discipline in the budgetary process because pension obligations would be accurately determined.  The health of the economy is always a major concern of governments.  Apart from the new scheme’s potential to promote national savings and by implication, economic growth, funded pension schemes have the capacity to promote capital market development.  Moreover, it is often argued that funded schemes have the capacity to promote economic reforms generally.  Another area in which the government might benefit from a DC scheme is through the scheme’s ability to support the overall macroeconomic policies of reform.  The last two decades have witnessed a growing support to the idea that enterprises are better run by private individuals and the role of government should be limited to providing a conducive regulatory and institutional framework that will enable the private sector to thrive.  Many countries around the world have adopted privatization as an avenue for reform and have often employed a DC scheme to support the process.  A DC scheme tends to facilitate such reforms better than does a DB scheme.  Finally, DC schemes are believed to have the potential to generate positive economic externalities, including the promotion of deeper, more competitive, and more liquid financial markets.  

3.0
Challenges of the Scheme

There are a number of challenges that must be borne in mind in order to make the new system work.  Experiences of other countries seem to suggest that a strong regulatory and oversight body is required in order to deal with the major challenges that could mar the success of the scheme.  If unregulated, private pension institutions could in their bid to compete against each other and maximize profit, pursue promotional expenses that could make the scheme costly.  A weak regulatory environment could also jeopardize the success of the scheme especially when private pension institutions embark on high-risk investment schemes that could increase the risk of bankruptcy.  Moreover, a weak regulatory environment could lead to difficulties in making the scheme cope with macroeconomic fluctuations, especially during periods of high inflation and/or downswings in the fortunes of the economy.  When weighed against the enormous potential benefits of the new scheme, these challenges are well worth facing with all the determination required to overcome them and to unlock the potential gains of the DC scheme.  Mindful of these challenges and of the potential gains of the scheme, the Government has set up the National Pension Commission (NPC) whose mandate is to provide overall regulatory and oversight functions on all issues concerning pension in Nigeria.  Given the efforts it has shown in spearheading enlightenment and other campaigns, I am convinced that the National Pension Commission is pursuing the right steps to achieve success.  There is thus a clarion call on us all to support the new scheme and to spread the message on the huge potential benefits that it is designed to achieve.

Pension contribution evasion poses a major challenge to the success of a DC scheme since it influences the adequacy of benefit payments to participants.  There are a number of ways in which employers may evade contributions: they might fail to register themselves and some or all of their employees; they might portray their workers as contractors, family members or belonging to other categories could be considered as non-workers; they might fail to contribute, or decide to embark on late remittance of contribution.  These are challenges that can best be handled with the active support of Accountants.  

4.0
The role of Accountants

Accountants in this country have a key role to play in efforts to promote the success of the scheme.  This workshop is an ample demonstration of some of the ways in which the profession could promote the success of the scheme.  The success of the scheme, needless to say, depends on the promotion of sound corporate governance practices.  Accountants have an important role to play in the promotion of good corporate governance.  Sound corporate governance depends on the release of timely and transparent financial data, which is necessary in monitoring performance and in providing a basis for policy.  Accountants have a key role to play in this regard.  Indeed, Section 58 of the Pension Reform Act has provided an important role for auditors to perform.  Among others, the Act requires them to report on situations that could lead to imminent financial collapse of a pension institution and to report on any evidence of attempt by any pension institution to report misleading information to the Commission.  The Act also makes provision for severe sanctions against any auditor that is found to support or condone actions that contravene the provision of the Pension Act. 

A careful examination of financial information from employers could offer the Accountants a clue as to the extent of an employer’s involvement in contribution avoidance and/or evasion.  Therefore, Accountants have a particular role to play in this regard especially by supporting efforts to identify employers engaged in these practices and to suggest ways in which such contribution evasion and avoidance could be minimized.

5.0
Role of Government

The preceding discussion points to the need for a united effort by all stakeholders to make the system realize its set objective.  The government has a key role to play to strengthen the regulatory and legal environment.  Institutional structure is being developed with the establishment of the National Pension Commission (NPC), a regulatory and oversight body responsible for all issues concerning pension in Nigeria.  Other elements of the institutional structure of existing scheme are the establishment of Pension Fund Administrators and Pension Assets Custodians, both of which are private sector institutions with requisite institutional capacity for promoting the success of the scheme.  The institutions are charged among other things with the responsibilities of identifying participants and their employers; facilitating the collection, recording and enforcing contributions; processing, award and payment of benefits; and the management of funds.  Their capacity to perform these tasks lies at the heart of perceptions as to their effectiveness, but the chief executive is responsible for ensuring that the board is aware of any significant problems with regard to these matters.  Training for the board and chief executive and their staff may be needed to ensure that they have adequate skills to perform their tasks.  Institutional capacity building is important and the government has demonstrated ample commitment towards addressing pension issues in general

The current reforms of the banking sector are aimed at strengthening the financial environment and achieving macroeconomic stability, which is an important requirement for success of the pension scheme.  A DC scheme depends for its success on the buoyancy of the capital market as well as stable prices.  It is encouraging to note that current reforms of the banking system, Capital Market and Insurance Sector as well as the overall macroeconomic policies of the government are aimed at strengthening the financial environment and achieving macroeconomic stability and growth. 

6.0
Summary and conclusion 

The Government of President Olusegun Obasanjo is determined to address the plight of our senior citizens and their families aggravated by the failure of the previous pension scheme to guarantee retirement income.  With the enactment of the Pension Reform Act in June 2004, a new pension scheme came into force.  The prospects for success are very bright and the support of all and sundry is necessary in order to achieve the desired objective.  The government will continue to support all efforts to promote the success of the scheme.  It is our hope that institutions set up to regulate the systems, the private sector organizations to manage the scheme and to report to the regulatory agency, and all stakeholders including the accounting profession, will continue to complement the efforts of government in our collective resolve to achieve a dependable, predictable and adequate pensions for all.

Thank you and God bless.
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